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Chilean economic reforms, introduced in the 1970s and early 1980s, discarded 
decades of state intervention in the economy, but were accompanied by considerable 
economic pain and social stress from domestic and international sources. In the 1990s, 
Chile, supported by a competitive micro-economy, a stable macro-economy, strong 
linkages with the world economy and the return to democratic government, is 
exploiting its world-class resource sectors to propel economic growth in order to 
address social problems. However, the prospects for raising living standards in Chile 
and other resource-exporting developing countries are critically dependent on a 


favourable external environment. 


Over the next quarter century, the economic (and, in 
many cases, the political) transformation that began 
in the 1980s in the former Soviet Union, Eastern Eur- 
ope, Asia (in particular China and, most recently, 
India), and in most of Latin America, if sustained, will 
establish a new path for economic growth and deve- 
lopment. This new growth path is certain to require 
adjustments in the current pattern of production and 
trade of many goods (including natural resources), 
and services in both developed and developing coun- 
tries. It will also necessitate extensive institutional 
changes in the existing global trading framework. 
While the direction and pace of economic (and/or 
political) liberalization will differ among the reform- 
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ing countries in accordance with ‘local’ political and 
social constraints on the one hand, and the speed and 
depth of their integration in the world economy on the 
other, there is a widespread consensus among the 
economic leadership of these countries to substan- 
tially reduce (and then limit) the role of the state in the 
ownership and management of economic assets, and 
in economic and social decision-making.! 

This paper describes and analyses the continuing 
economic transformation of Chile, a medium-sized 
country endowed with an abundance of natural 
resources, and then examines the prospects for Chile’s 
integration into the world economy based upon com- 
petitive, world-class primary resources and a stable 
economic, financial and, above all, political environ- 
ment that can attract and retain international capital. 

One question addressed is: can a resource-rich deve- 
loping country like Chile, which has extensively liber- 
alized its product and factor markets, generate suffi- 
ciently high rates of economic growth to raise the 
standard of living and the quality of life of all levels of 
society, particularly its urban poor? 


‘Placing limitations on the role of the ‘state’ even extends to some 
countries in the EC. Danish and British misgivings about ratifying 
the Maastricht Treaty are, if anything, an attempt to limit the 
power of an unelected and seemingly omniscient and omnipotent 
bureaucracy in Brussels. Also see, The Economist [15]. 
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Before examining the medium-term prospects of the 
Chilean economy in general and its resource sectors in 
particular, this paper reviews Chile’s economic pro- 
file, some of its vital statistics, and its past economic 
performance. After that, it describes some of the 
recent domestic and international developments 
which have shaped the direction and pace of economic 
and financial reform in Chile since the late 1970s. 


Chile’s economic profile 


Despite abundant endowments of primary resources, 
absence of ethnic, religious and, more recently, border 
tensions and its strong tradition of democratic institu- 
tions, Chile’s economic performance from 1960-85 
has been strikingly disappointing. For example, 
depending on the method of measurement, Chile’s 
growth in gross domestic product (GDP) per capita 
from 1960-85 ranged from 0.4% pa to only 0.8% pa, 
while the corresponding rate of growth in the more 
successful developing countries in East Asia, such as 
Taiwan and the Republic of Korea, was 6.2% and 
6.4% pa, respectively [[, 20, 22]. 

While the above characteristics may be a necessary 
condition for enhancing per capita living standards in 
developing countries, they are not, regrettably, a suffi- 
cient condition. According to a recent World Bank 
report based on a detailed analysis of data for 60 
developing countries from 1965-87, Bank economists 
identified four criteria central to a successful develop- 
ment strategy [33]. They are: (i) the adoption of a 
competitive micro-economy that includes a substan- 
tial reduction in state ownership and management of 
productive assets, and the elimination of price-distort- 
ing subsidies and taxes (that is, a well-formulated 
‘competition policy’); (ii) a stable macro-economy 
characterized by both fiscal and external balance and 
low and stable inflation; (iii) strong global linkages 
which include adhesion to GATT, low and uniform 
tariff rates, an absence of non-tariff barriers, a 
uniform and market-determined exchange rate, and a 
liberalization of the rules on capital flows and on 
direct foreign investment; and (iv) an active govern- 
ment policy that promotes social and economic 
investment, especially in the areas of education, 
infrastructure and health. 

As we will observe below, Chile’s poor economic 
performance over the quarter century ending in 1985 
can, for the most part, be attributed to a failure, at 
one time or another to meet one or more of the above 
conditions. 

For example, during the 1960s, the nominal tariff 
rate on Chilean imports ranged between 50% and 
100%, essentially severing the link between domestic 
and world prices of manufactured goods, while at the 
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same time the extreme concentration of Chilean 
exports in copper, at the time about 70% of total 
export revenues, over-exposed the country’s external 
accounts and macro-economic balance to the world 
demand for copper.? Firm copper prices throughout 
the 1960s — averaging 126 cents a pound (in 1980 US 
dollars) — still produced an annual variation of 40 
cents a pound, a factor that contributed to an average 
annual inflation rate of more than 25% and resulted 
in an unstable economy. During the 1970s, the aver- 
age annual rate of inflation soared to 132%, in some 
years reaching over 200%. During the 1980s inflation 
rates fell to the rates of the 1960s. Over the three-year 
period when Salvador Allende was in power (1970- 
73), the Chilean fiscal deficit averaged 16% of GDP, 
and since the military intervention in September 1973, 
Chile’s current account has been in deficit every year, 
save one, reaching an average 9.2% of GDP during 
the debt crisis years of 1981-86. 

Was it possible that the recurring crises, ie fiscal and 
external deficits and high rates of inflation, which 
successive governments either caused or were forced 
to respond to, were the consequence of fundamental 
structural and institutional failures in the Chilean 
economy which needed to be identified and then cor- 
rected? If the World Bank’s premise is correct, Chile’s 
short-term economic and financial crises (and the 
resulting excessively unstable economic environment) 
were the outgrowth of a flawed long-term develop- 
ment strategy whose underlying assumptions were no 
longer tenable in the dynamic world economy at the 
end of the twentieth century. 

While the Great Depression (1929-33) wrought 
enormous damage on the world economy in general, it 
forced Chile, in particular, to sever its links with the 
global economy. Specifically, the Depression high- 
lighted the vulnerability of the Chilean economy to 
dependence on exports and foreign capital. With tariff 
rates raised to prohibitively high levels and economic 
growth eliminated in the developed countries, com- 
modity prices fell precipitously, placing severe pres- 
sure on Chile’s current account balance (including its 
ability to service its foreign debt). Chile and other 
South American countries — perhaps suggestive of yet 
another debt crisis half a century later — repurchased 
large amounts of their foreign debt at a discount, a 
policy that for a while limited access to external credit. 
Severing the flow of capital from external sources was, 
in fact, consistent with Chile’s economic strategy of 
industrialization through import substitution, state 


2Unless otherwise noted, the source for all Chilean data is /ndica- 
dores Economicos y Sociales 1960-1988 (1]. 
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Table 1. Foreign trade and per capita GDP growth, 1960-88: South Korea, Taiwan and Chile. 


Foreign trade/GDP (%)* 


1960 1970 1980 
South Korea 16 38 75 
Taiwan 30 59 107 
Chile 33¢ 35¢ 54¢ 


Annual rate of growth’ in GDP per capita (%) 


1988 1960-70 1970-80 1980-88 
78 5.7 19.9 11.8 

104 10.3 19.7 12.3 
52° 3.7 14.3 2.5 


«Merchandise exports plus imports. Current prices, various years US dollars. ‘Exports and imports of goods and services. 
Sources: R. Garnaut, Australia and the Northeast Asian Ascendancy, Australian Government Publishing Service, Canberra, 1990, pp 41 and 49; 
and Indicadores Economicos y Sociales, 1960-88, Banco Central de Chile, Santiago, 1989, pp 32, 42, 385. 


intervention, and a general policy of state activism in 
economic life. 

By 1970, after decades of adhering to such a policy, 
the Chilean economy was the most state-influenced in 
all of Latin America. The state controlled 140 enter- 
prises, and exercised an especially tight grip on invest- 
ment financing and credit [23]. Under the reformist 
Frei government, GDP growth from 1963-70 aver- 
aged 4.7% pa; however, this growth was fuelled by 
unsustainably large fiscal deficits, high annual rates of 
inflation, effective tariff rates of 200% and an over- 
valued exchange rate that foreclosed any diversifi- 
cation of exports out of copper. By the late 1960s, 
increasing state intervention in the economy had 
reduced economic growth to 2.8% pa. By compari- 
son, those developing countries whose fortunes were 
increasingly linked to the world economy registered 
growth rates two and three times the Chilean rate 
[19,33]. 


Recent international and domestic 
developments 


Before examining the future prospects for the Chilean 
economy, it would be useful to describe the major 
structural and institutional changes which have 
occurred in the world economy over the past 25 years, 
and to trace the way in which Chilean economic and 
financial policies were adjusted to conform with the 
evolving framework of the global economy. It is 
important to note that, during the past decade and a 
half, the inward-looking, protectionist and _ state- 
dominated Chilean economy has been transformed 
into one of the most open, export-oriented, and liber- 
alized economies in the world. As shown below, the 
premise of this paper is that Chile’s complete change 
in economic philosophy was a necessary precondition 
to exploit the expanding economic opportunities in an 
evolving world economy. 

Successive GATT-inspired tariff reductions and the 
decline (until recently) of other trade impediments 
enabled the East Asian countries — Japan in the 1960s 
and 1970s and Taiwan and South Korea in the 1970s 
and 1980s — to achieve rapid economic development 
through a globalization of their economies (Table 1). 
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That development came about as they rationalized 
investment, production, and trade policies to 
accommodate global institutional changes. 

Perhaps the best evidence of this is that the share of 
exports in GDP rose steadily in Taiwan and South 
Korea from 1960-73, while the percentage of exports 
in the GDP for Chile actually declined over this inter- 
val. During this period, the concentration of Chilean 
exports in copper increased from 71.4% to 73.1%, 
endangering Chile’s external balance in the event of 
adverse movements in world copper prices. Table | 
traces the annual rate of growth in GDP per capita in 
Chile and the East Asian countries over the 1960-88 
period. 


Economic and financial consequences of the military 
government (1973-89) in Chile 


One of the central convictions of the military men 
who overthrew the Allende government in 1973 was 
the near total repudiation of state ownership, activism 
and intervention in the economy. From 1973-81, 
Chile adopted an almost pure free market policy 
including, by 1979, a uniform tariff rate of 10%, a 
devaluation of the currency in 1976 and then, in order 
to reduce the rate of inflation, an exchange rate that 
was fixed against the dollar until 1982. In addition to 
reducing the rate of inflation, the government advo- 
cated diversifying and expanding exports and restor- 
ing fiscal balance. All price controls (including the 
minimum wage) were abandoned and the economy 
was reprivatized (with the exception of the state- 
owned copper and oil companies). This free market 
policy carried over to the financial sector as well: 
banks were reprivatized, interest rates were deregu- 
lated, credit rationing was eliminated and, gradually, 
restrictions on capital movements were reduced. 
However, Chile’s economic programme was not 
without problems, ie errors. As Chilean policy-makers 
concentrated on macro-economic balance — reducing 
the rate of inflation and achieving fiscal balance — 
Chile’s external accounts deteriorated. Large trade 
deficits, fuelled by an over-valued currency and inabi- 
lity to diversify its export structure fast enough, were 
offset by large capital imports, attracted by high 
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domestic interest rates at a time when LIBOR (the 
London Inter-Bank Offered Rate) was negative (or 
only slightly positive) in real terms. This resulted in an 
enormous accumulation of foreign debt by the private 
sector, of which little was channelled into productive 
investment [23]. Chile’s foreign debt increased by 
approximately 20% pa from 1975-82. The aggressive 
anti-inflationary policy adopted by America’s Federal 
Reserve Board resulted in punishingly high real inter- 
national interest rates, which culminated in a world 
recession and historically low commodity prices [11]. 
From 1981-87, copper prices averaged 62 US cents 
per pound (in 1980 US dollars), about half the average 
price of copper during the previous twenty years ([1], 
p 190). Unfortunately for Chile, the deterioration in 
its terms of trade could not be redressed by increased 
copper exports due to the global recession. As a result, 
from 1981-87, debt service absorbed 23% of export 
revenues. 

The developing country debt crisis had severe 
consequences for the Chilean economy. From 1981- 
83 per capita income fell 17.5%, unemployment in 
1982 reached 19.6% nationally, and the rate of 
growth in investment, that all-important precursor of 
future economic growth, fell 8% pa over the 1981-85 
interval ({1], p 32). 

The trauma of the debt crisis on Chilean society was 
so punishing that the pure free market strategy had to 
be abandoned by the government, and some regula- 
tory measures had to be reimposed, tariffs were 
increased to 35% by 1984, and minimum prices were 
guaranteed for certain agricultural goods (including 
wheat, sugarbeet and oil seeds). In addition, the peso’s 
fixed exchange rate was discarded, and the currency 
was devalued. The debt crisis also had repercussions 
on macro-economic balances. A relatively large fiscal 
deficit — averaging 4% of GDP over the 1982-85 
interval — was partly fuelled by a public works pro- 
gramme designed to reduce a painfully high rate of 
unemployment. This policy was totally contrary to the 
government’s desired policy. That policy had earlier 
cut government expenditures from 44.9% of GDP in 
1973 to 24.9% of GDP in 1982, at the inception of the 
debt crisis. Moreover, the fiscal balance, the deficit of 
which reached almost 25% of GDP in 1973, had been 
in surplus for the three years prior to the debt crisis 
([23], pp 51-52). 

As a result of excessive foreign borrowing by Chi- 
lean banks, the government was forced to take over 
some of them and liquidate others. To restore confi- 
dence in the banking sector, the government guaran- 
teed private debt and rescheduled principal payments. 
As a result, Chile was able to benefit from credit 
infusions from the IMF. By 1985, five of the banks 
taken over were returned to their former owners, with 
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more rigorous supervision, an enhanced capital base 
and a requirement by banks to repurchase their bad 
debt from the Central Bank before being permitted to 
resume dividend payments. Chilean debt is selling at 
over 90% of par value — the highest of all the major 
Latin American debtor countries [14,17,31]. 

With regard to Chile’s participation in the world 
economy, the tariff reforms introduced in the 1973-81 
period were complemented by strong export growth: 
the annual growth in exports was 72% above a com- 
parable period under the ‘interventionist’ policy 
(1960-74) [20]. The degree of openness of the econ- 
omy (exports plus imports as a percentage of GDP) 
increased from 35% in 1973 to 52% in 1988, and the 
all-important task of diversifying the export structure 
away from copper showed marked improvement. In 
both 1960 and 1973, copper exports were more than 
70% of total exports, whereas by 1989, copper 
accounted for only 47% of total export revenues. 

Table 2 summarizes the key economic and financial 
variables that can be used to assess ‘compliance’ with 
the World Bank criteria. For example, since the mid- 
1970s, growth in investment and growth in per capita 
income have increased, the fiscal deficit as a percent- 
age of GDP has been eliminated, the annual rate of 
inflation is both considerably lower and more stable, 
exports are more diversified both by country of desti- 
nation and by product, and tariffs are uniform and at 
historically low levels. 

From the case study of Chile it is possible to make 
three observations on economic and financial restruc- 
turing which may be applicable to other resource- 
exporting developing countries. First, the abandon- 
ment of the deep-rooted interventionist and statist 
development strategy and its replacement with a 
liberal, market-oriented framework that welcomes 
integration with the world economy requires a severe 
adjustment programme. Such a programme no doubt 
would threaten many vested interests, such as labour 
and domestic manufacturers (in previously sheltered 
sectors), in addition to many public sector workers. 
Most observers of the Chilean experiment agree that 
without a strong, authoritative government, most of 
the reforms could not have been implemented. 
Second, reformist governments need the ability and 
flexibility to introduce mid-course corrections to the 
new strategy, in the event of changing external con- 
ditions that may have severe repercussions on the 
domestic economy, eg global oil shocks and/or a glo- 
bal recession. Third, the development of a successful 
export strategy to compete in today’s global economy, 
ie in terms of price, quality, service, delivery time etc. 
Such development requires considerable lead time, 
not only to overcome the increasing institutional 
impediments to market access, but also the very real 
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Table 2. The evolution of the Chilean economy: 1960-90 (%). 


Economic indicator 
GDP per capita (in 1976 USS) 
(annualized rate of growth) 
Gross fixed capital formation/GDP 
Fiscal deficit/GDP 
Annual! rate of inflation 
Social spending/total government expenditures 
Unemployment rate 
Current account deficit/GDP 
Military expenditures'/government expenditures 
Average tariff rate 
Total compensation paid to employees/GDP 
Copper exports/total exports 
Agriculture and forestry exports/Total exports 
Concentration of export shipments 
Exports to USA/total exports 
Exports to Europe/total exports 
Exports to Latin America/total exports 
Exports to Japan/Total exports 
Exports to other countries/Total exports 


1973 1985 1990 
1080 1104 1366" 
- (1.25) (0.18) (4.35) 
14.7 14.8 19.5 
24.7 3.8 0.28 

352.8 30.7 26.0 

27.4 58.7 51.6: 

6.84 3.3 12.0 6.1 
2.8 8.3 2.1 

6.1 11.5 8.4 

105.0 21.4 15.0 

37.2 33.0 = 

82.2 61.4 45.6 

2.0 13.1 11.4 

8.6 22.8 17.1 

51.7 38.2 39.6 

12.0 14.5 12.5 

17.7 10.3 16.2 

10.0 14.3 14.6 


«Estimated from UN-ECLAC data. *From World Bank data. ‘For 1989. ‘For 1966. «For 1972. ‘From World Bank data. 


Source: Banco Central de Chile unless otherwise noted. 


psychological or nationalistic barriers to accepting 
foreign-made goods, especially food and manufac- 
tured goods consumed by the household sector. Seen 
in this light, the Soviet Union and Eastern Europe will 
face formidable obstacles as they discard their former 
economic systems and turn to economic (and politi- 
cal) liberalization and full participation in the world 
economy. 


Opportunities and challenges in the 1990s 
and beyond 


This section examines the opportunities available to 
Chile in the wake of its economic and financial libera- 
lization in the 1970-80s. Being a relatively small, open 
economy, the export base of which is likely to remain 
focused on natural resources for the foreseeable 
future, there are a number of formidable challenges 
which Chile has to meet, both from domestic and 
international sources. 

Historically, Chile has had an under-utilized export 
sector for resource products. In addition to increasing 
the degree of openness in the economy, Chile has 
made considerable progress in diversifying its export 
structure away from copper and has also widened the 
destination of its exports, in particular toward the 
high-growth Pacific Rim area (Table 2). To be sure, 
this will reduce the variability of its export revenues, 
which due to its high natural resource content, is very 
sensitive to the level of activity in its trading partners’ 
economies. 

Currently Chile, the largest producer of copper in 
the world, supplies approximately 25% of the 
Western world’s output of copper and recovers 
molybdenum, gold, cobalt, and silver as by-products 
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[9]. By 1996, Chile plans to increase its 1991 capacity 
by 50%. As a result, its share of world supply is likely 
to increase to the end of the century [5]. Chile, the low- 
cost producer of copper, is at the cutting edge in 
recovering copper at remote and inhospitable sites 
and is also planning major infrastructure improve- 
ments to upgrade its port facilities [3,4]. Following 
other mineral-producing countries, Chile is focusing 
on adding value to its copper exports by exporting 
larger amounts of refined copper in place of concen- 
trates. (In 1988, more than 70% of copper exports 
were refined copper as compared to 42% in 1960.) Its 
state-of-the-art refinery is not expected to have any 
negative environmental impact, a major issue in econ- 
omic growth in both developed and developing coun- 
tries [8]. 

The improving political environment and_ the 
government’s liberal foreign investment policy has 
helped to promote the development of three major 
mineral projects by or with the participation of multi- 
national mining corporations. RTZ and BHP are 
developing La Escondida, the world’s richest copper 
deposit. Noranda Aluminum (Canada) will commit 
US$1.5 billion to develop an aluminium smelter, port 
facility, and hydroelectric power plant in southern 
Chile that is expected to come on-stream in 1997 using 
Australian alumina. Chile’s low-cost energy, relatively 
efficient ports, and geographic location make this 
project economically viable because the finished pro- 
duct can be exported to Japan and other Pacific-Rim 
countries. This is the first time that Chile is importing 
the raw material and exporting the finished product, 
another example of adding value to resource exports. 
The third project, with AMAX (USA), plans annual 
exports of 500000 tons of potassium. In addition, 
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more than US$1 billion of private capital is develop- 
ing gold (with silver as a by-product), iodine, and 
nitrate projects [13]. 

Due to its fortuitous topography, Chile has abun- 
dant, low cost, hydroelectric power. In the 20-year 
interval beginning in 1970, electricity demand grew by 
more than 4% pa and hydroelectric power production 
grew by more than 5.5% pa. As a result, by 1990, 
almost 75% of Chile’s electrical energy was generated 
by hydroelectric power as compared with 55% in 
1970. While there is considerably more hydrocapacity 
expected to come on-stream in the 1990s, to reduce 
the risk of power outages due to drought (as currently 
being experienced in Colombia), Chilean energy 
planners are aggressively installing thermoelectric 
plants that connect with a 2200 km central system. 
Coal production, despite the large increase in hydro- 
capacity, has increased 2.5% pa from 1971-88. A 
recent agreement concluded with Argentina will 
permit imports of natural gas from Argentina. The 
agreement is expected to reduce residential heating 
costs by 20% in Santiago and Concepcion, once the 
distribution network is functioning in the mid-1990s. 

Turning to the agricultural sector, since economic 
liberalization began in 1973, Chilean agricultural 
exports increased from US$25 million to approxima- 
tely US$1 billion, a rate of growth equal to 24% pa in 
nominal terms. In 1973, agricultural exports com- 
prised only 2% of Chilean exports, while today they 
constitute 9% of the total. Forestry exports grew at 
27% pa over the same interval and further expansions 
are planned for the 1990s. For example, radiata pine 
exports are projected to increase by a factor of three 
by 2000 over the 1988 level, and cellulose exports — the 
largest component of forestry products in value terms 
— are projected to increase by a similar factor by 1994 
[12]. 

In the past, Chile’s agricultural sector had been 
slow to exploit its potential because of the structure of 
land holdings. During the Frei and Allende years, 
Chile’s one million peasants, comprising 40% of the 
rural population, worked tiny, scattered and inef- 
ficient farms. During the Allende years, some of the 
medium and large-sized establishments were expro- 
priated and all were put under a regime of price 
controls, which not unexpectedly, led to a rapid 
decline in agricultural output. To compound the poor 
performance of the agricultural sector during the 
Allende years, the uncertainty regarding future 
property rights caused a sharp contraction in agricul- 
tural investment. In recent years, the Chilean agricul- 
tural sector has been troubled by more conventional 
problems: excessive debt levels and insufficient infra- 
structure. 

The growth rates in production of Chile’s main 
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agricultural exports, fruits, from 1973-88 are certainly 
enviable: plum production grew by 13% pa, apples by 
12% pa and pears by 8% pa, not to mention kiwi 
output, which only began in 1982. Chile continues to 
exploit its fortunate geographical position of produc- 
ing deciduous fruits during what is winter and early 
spring in the Northern Hemisphere, ie they do not 
compete with Northern Hemisphere fruit producers. 
For example, 40% of Chile’s fresh fruit exports are 
absorbed by the USA and one-third by Europe, while 
approximately 10% of total US fruit imports are of 
Chilean origin [7]. Chile is assiduously probing the 
increasingly quality-conscious markets of Northeast 
Asia in order to increase future export volumes and to 
diversify the destination of their fruit shipments. Chile 
is also exploiting its low-cost land and labour to com- 
pete with France and Italy in the production of world- 
class wines. Already the third largest exporter of wine 
to the USA, Chile is increasingly shifting production 
away from table wine and table grapes into quality 
wines [26]. 

Chile’s fishing sector is yet another area that has 
experienced spectacular growth. Total fish landings 
(including shellfish) grew 15% pa from 1973-88 and 
fishmeal processing grew by 16.5% pa over the same 
interval. Currently, the largest fishmeal exporter in the 
world, Chile is diversifying into exporting fresh, fro- 
zen and canned fish, again adding value to primary 
products. In addition, Chile is exploring the prospects 
for another ‘non-traditional’ product: farmed salmon, 
for which the climate is ideal and, like deciduous 
fruits, has an off-peak ‘production’ season vis-a-vis the 
Northern Hemisphere. Salmon production, which 
began in 1981 with 50 tons of output, reached 30 000 
tons in 1991 (of which 20% was exported to quality- 
conscious Japan) earning $140 million in export reve- 
nues [10]. 

Chile, as was mentioned above, has a large window 
on the most dynamic region of the world economy 
(the Pacific Rim) on the eve of the 21st century. Rising 
living standards in Asian countries — aided by declin- 
ing transport costs — are certain to increase Asian 
demand for world-class quality agricultural (and fis- 
hery) products. Chile’s position as an ‘off-peak’ pro- 
ducer should enhance its ability to increase market 
share without the usual political tensions so common 
in international trade in agricultural products. 

With the restoration of democratic institutions, 
continued reductions in the real cost of travel and 
rising per capita incomes in North America, Europe 
and Asia, Chile is poised to increase its hard currency 
revenues from yet another ‘non-traditional’ export, 
tourism services, which is still largely limited to visit- 
ors from Argentina. Chile’s varied climate offers 
(again ‘off-peak’) beaches, skiing, glaciers, mountains, 
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fjords, lakes, desert, and more unconventionally, 
excursions to Polynesian Easter Island and to Antarc- 
tica. Chile’s minerals industry is also likely to thrive in 
light of the enormous amount of projected infrastruc- 
ture projects in Asia, Eastern Europe, and the former 
Soviet Union, if the process of economic and political 
reform can be sustained as those countries modernize 
their roads, rails, ports, housing stock, capital stock 
and, above all, their distribution system of utility 
services. Chile is currently the world’s lowest-cost 
producer of copper and, with abundant low-cost 
copper reserves to develop, it is likely to remain so 
well into the next century. If the growth prospects in 
Asia, Eastern Europe and the former Soviet Union 
can be realized, it is certain to firm international com- 
modity prices, a prospect which is of central import- 
ance to Chile. 

Chile is a member of the Cairns group of agricul- 
tural exporting countries which placed the issue of 
trade reform in agriculture before the current Uru- 
guay Round of GATT. The Uruguay Round is still 
unconcluded because of the failure of the USA and 
the EC to agree on agricultural trade reforms. With 
meaningful trade reform in agriculture, world prices 
of most agricultural products are expected to increase 
and the pattern of global production is likely to shift 
gradually to lower-cost producers such as Chile. 

As a precautionary measure in the event of a break- 
down in the multilateral trading system as a result of 
increased protectionism and managed trade, Chile is 
forging ahead with Free Trade Agreements with the 
USA and Mexico. An FTA with the USA would halt 
the spread of new trade restrictions, provide long- 
term stability in rules of access to the USA market, 
and provide insurance against arbitrary protectionist 
measures [6,32]. 

The structural reforms implemented in the 1970s 
and 1980s have no doubt contributed to an expansion 
of exports and a modernization of the economy, both 
of which are continuing in the 1990s. However, one 
by-product of the programme of economic liberaliza- 
tion has been an increased vulnerability of the 
domestic economy to external influences. In addition, 
due, in part, to the external shocks of the 1970s (the 
increase in the price of oil) and the 1980s (the debt 
crisis and the global recession) and the aggressive 
domestic measures required to carry out the structural 
reforms, both per capita living standards and the 
share of GDP allocated to fixed investment stagnated 
from 1973-85, and the distribution of income in the 


’According to The Economist (19 October 1991), during the 1990s, 
Asia’s fastest growing economies are expected to spend over $1 
trillion on infrastructure. 
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late 1980s became more concentrated than in the 
1960s. It is to these external and domestic challenges 
that we now turn. 

To reduce its exposure to external shocks, Chile, as 
a country whose comparative advantage lies in 
natural resources, must continue the effort under way 
to diversify the mix of its exports by increased pro- 
cessing of its traditional exports, eg refined copper, 
canned fish, furniture, newsprint, and the develop- 
ment of ‘non-traditional’ exports, eg salmon, tourism 
etc, in order to reduce the variability in its terms-of- 
trade. In addition, Chile must continue on the path of 
broadening the destination of its exports. This could 
be facilitated by strong export incentives, keen 
marketing campaigns, and credible bilateral (eg USA 
and Mexico) and/or multilateral, eg GATT, access 
agreements which would also reduce the volatility in 
the terms-of-trade. On the import side, Chile’s princi- 
pal vulnerability is derived from its increasing depen- 
dency on imported oil to meet domestic requirements. 
Currently, oil imports account for 85% of domestic 
consumption and, in 1990, constituted approximately 
16% of the value of merchandise imports. Chile is 
confronting this challenge through a four-pronged 
approach that includes: increased electrification of the 
economy through additional hydro-electric capacity; 
increased use of coal in place of oil in thermoelectric 
utilities; increased use of natural gas imports from 
Argentina; and new exploratory ventures for oil in the 
south to increase domestic output. Together, these 
approaches should restrain the growth in oil imports 
to the end of the century. 

Even though Chile never engaged in the Brady-type 
debt reduction programme that most of the other 
Latin American debtor countries agreed to, in part 
because of an aggressive debt-equity swap policy, 
debt-service ratios are well below their 1981 levels. 
However, Chile still has enormous exposure to an 
upturn in international interest rates because more 
than 75% of its external debt has floating rates of 
interest [23]. To reduce this exposure, innovative 
financial instruments, such as options and interest rate 
swaps, are increasingly being deployed to manage this 
interest rate risk. 

If Chile is to address its most serious domestic 
problem — reducing the proportion of the population 
that lives in extreme poverty — annual growth rates of 
5% or more are required. This, in turn, can be 
achieved only through strong export and investment 
growth [20]. Therefore, Chile must maintain the flow 
of foreign capital from all sources — the return of flight 
capital, loans from multi-lateral agencies and com- 
mercial banks, and direct foreign investment. It is 
important to observe that with economic reform flow- 
ering in many countries around the world and many 
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developed countries in fiscal distress, the competition 
for tapping the world stock of savings in the 1990s will 
be keen indeed [28]. To this end, Chile has made 
enormous improvements in the climate for direct for- 
eign investment. For example, currently, there is no 
limit in the extent of foreign participation in a Chilean 
enterprise (television stations, and industries affecting 
national security, notwithstanding) and profits, inter- 
est payments and, since last year, capital, can be repa- 
triated after the first year of operations. The tax code 
(through Decree Law 600) stipulates that foreign 
investment is taxed either at the same variable rate as 
Chilean-owned enterprises or at a fixed rate of 49.5% 
(over the first 10 years of business activity). 

Chile’s successful economic and financial liberaliza- 
tion and the commitment to strengthening its demo- 
cratic institutions has not gone unnoticed by the inter- 
national ‘rating’ agencies, so important in 
maintaining the flow of foreign capital. In a 1991 
ranking of countries for global risk — which includes 
political, economic, and financial risk — Chile is placed 
thirty-fifth out of 129 countries, with Venezuela, the 
only South American country, listed above Chile [24]. 

Certainly, the most serious long-term domestic 
challenge confronting Chile is to reduce the large 
percentage of the population that lives in extreme 
poverty. According to some estimates, one-third of 
the population spends more than half of its income on 
food [16]. Once again, a sustainable solution, ie rais- 
ing real wages through increased labour productivity, 
has to be market-based as opposed to politically pres- 
cribed to ensure that it is internally consistent with the 
micro- and macro-economic constraints of the econ- 
omy at large [2]. Judging by the experience in the 
developed countries in the 1960s, the path to increased 
labour productivity and enhanced international com- 
petitiveness lies in far-ranging investment in human 
and physical capital. Such investment is needed to 
upgrade skills in the workplace, improve education 
and infrastructure, introduce modern technology into 
factories and on farms, and upgrade health, housing 
and other urban amenities. Massive investments in 
infrastructure (transport and communications) and 
housing are already in progress or are being planned 
[3,12,13,27]. Not only will the share of GDP allocated 
to investment have to increase to approximately 20%, 
but the Chilean economy must grow by 5% pa in real 
terms to generate the increased domestic savings 
required to finance the investment programme [20]. A 
large part of this long-term programme of investment 
in physical and human capital will, of course, be 
government-financed. Increased government expendi- 
tures can be financed either by a relaxation of fiscal 
discipline, eg borrowing, or through higher govern- 
ment tax revenues over and above revenues generated 
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by income growth. The former would be counter- 
productive for sustained real growth: it would likely 
rekindle inflationary expectations endangering the 
flow of foreign capital and impacting adversely 
domestic savings incentives which together would 
cripple planned investment in the private sector. In 
addition, fiscal distress would probably be offset by 
tight monetary policy administered by a fiercely inde- 
pendent Central Bank. Regarding the latter source for 
increased government revenues, higher tax receipts, 
without sacrificing savings incentives, can be accom- 
plished only through more efficient tax administration 
and/or broadening the tax base. In fact, along with 
tax rate increases for individuals and corporations, 
the newly installed Aylwin government raised Chile’s 
value added tax, which is a consumption-based tax, to 
18%, 

One other possibility is to redirect some of the 18% 
of total government expenditures — approximately 
4.5% of 1991 GDP (or US$1.35 billion) - away from 
military expenditures toward social expenditures [21]. 
With the traumatic Pinochet years receding into the 
past and little or no tension on its frontiers with 
Argentina, Peru and Bolivia, the timing is favourable 
for such a reallocation of government expenditures. 
One serious obstacle to redirecting government funds 
to civilian needs is the anomalous source of 20-25% 
of government income. CODELCO, the state copper 
corporation and ENAP, the state oil company, natio- 
nalized in 1971, were never reprivatized during the 
Pinochet years. In fact, 10% of CODELCO’s annual 
sales, approximately $300 million, are directly ear- 
marked to the armed forces. It is interesting to note 
that firm evidence exists regarding CODELCO’s rela- 
tively uncompetitive position as compared to private 
mining operations in Chile. Efficiency levels would no 
doubt be enhanced by cost reductions and increased 
infusions of cash for modernization, funds that are 
currently diverted to the military [6,18]. 


Conclusion 


After a long and painful adjustment programme that 
continued for over a decade — beginning with civil 
strife and ending with a debt crisis — Chile, since 1985, 
has registered an average annual rate of growth in 
excess of 5%. With regard to the four World Bank 
criteria for a successful development strategy, Chile is 
almost in compliance with them. Reducing the rate of 
inflation below 10% is proving elusive, in part because 
Chile has a commodity-driven currency. With regard 
to some of the micro-economic shortcomings, some 
state enterprises have still to be privatized — for exam- 
ple, copper, oil and the railway. Since taking office in 
1990, the Aylwin government, within the framework 
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of Chile’s domestic and external constraints, has 
begun to promote aggressively increased government 
investment in social and physical infrastructure. 
Chile’s economy is now so firmly anchored in the 
world economy, both in trade and capital flows, that 
Chilean officials have, on a number of occasions, 
taken to admonishing some developed countries for 
their own failures to adhere to an open trade policy 
[25,28,30]. 

It is of paramount importance to stress that even 
with a competitive micro-economy and a stable 
macro-economy, the prospects for robust and sus- 
tained economic growth and for improvements in the 
material standard of living in Chile and other 
resource-exporting countries are critically dependent 
on the external environment: world economic growth, 
commodity prices, market access, and international 
interest rates. Unfortunately, Chile and countries like 
it have little or no influence, let alone control, over the 
external environment. This, in turn, requires a firm 
and unbending commitment on the part of developed 
countries to a liberal trade policy, hardly in evidence 
in recent years. 
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